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Market Conduct Examination )

STATE OF INDIANA
FINAL ORDER DEPT. OF INSURANCE

On August 4, 2008, the Consumer Protection Unit of the Indiana Department of
Insurance (“Department”) received the verified report of the examiner in this market
conduct examination (“Report”). Pursuant to Ind. Code § 27—1-3.1-'10(b), the company
examined was given a reasonable opportunity to make a written submission or rebuttal
with respect to any matters contained in the Report. The Commissioner, having reviewed
the materials submitted and pursuant to Ind. Code § 27-1-3.1-11, now hereby issues the
following order:

WHEREAS, the Commissioner of Insurance of the State of Indiana
(“Commissioner”) is a duly authorized and appointed official of the State of Indiana,
having authority and responsibility for the enforcement of the insurance laws of this
State; and

WHEREAS, Arch Excess & Surplus Insurance Company, NAIC # 10946

(*Arch”) is authorized to conduct the business of insurance in the State of Indiana as a

Surplus Lines Company; and



WHEREAS, a market conduct examination of Arch was conducted by duly
appointed independent examiners under contract with the Department pursuant to Indiana
Code §§ 27-1-3.1-8 and 27-1-3-1.9; and

WHEREAS, a copy of a draft report was provided to Arch on or about March 11,
2008; and

WHEREAS, Arch was provided an opportunity to review the draft Report and
submit a draft rebuttal/response; and

WHEREAS, on August 4, 2008 the examiners filed a verified Report with the
Department as a result of the market conduct examination pursuant to Indiana Code
section 27-1-3.1-10(bj, attached as Exhibit ‘A’; and

WHEREAS, a written response to the verified report was received from Arch on
September 11, 2008, attached as Exhibit ‘B’; and |

WHEREAS, Arch underwrote a long-term care program administered by Caitlin
Morgan Insurance Services for professional and general liability coverage; and

WHEREAS, the surcharge remitted to th¢ Patients Compensation Fund (PCF) on
behalf of providers of long-term care should have been calculated at one hundred percent
(100%) of the primary premium, one hundred ten percent (110%) after April 17, 2005,
for the provider; and

WHEREAS, the Examiner reviewed the surcharges remitted to the PCF by Arch
on policies written between April 29, 2003 and May 1, 2005 and determined that the
surcharges remitted by Arch have fallen short of the amounts that should have been
remitted by approximately $2.6 million; and

WHEREAS, the parties have engaged in negotiations to resolve the matter; and



WHEREAS, Arch offered to pay the Department an additional forty thousand
dollars ($40,000) to resolve the inatter; and

WHEREAS, the parties have reached an impasse and negotiations have failed;
and

WHEREAS, the Commissioner has fully considered and reviewed the verified
Repdrt and the written rebuttal/response from Arch; and

WHEREAS, the examination report as filed is hereby adopted; and

WHEREAS, A;ch is aware of and understands its various rights in connection
with the examination and Report, including the right to counsel, notice, hearing and
appeal under Indiana Code §§ 27-1-3.1-10, 27-1-3.1-11, 27-1-1-3.1-12, and 27-1-3.1-13;

IT IS THEREFORE ORDERED, ADJUDGED AND DECREED by the
Commissioner of Insurance:

1. The Report of the examiner shall be and is hereby adopted as filed and
incorporated herein.

2. Arch shall immediately remit the sum of $2.6 million to the Indiana
Department of Insurance.

3. Pursuant to IC 27-1-3.1-11 failure to comply with the terms of this Order
may subject Arch to further legal and/or administrative action.

'ALL OF WHICH IS ORDERED THIS 2 DAY OF ’T\W\Qz ’

2008.

J mes‘Ktterholt, Commissioner of Insurance



Distribution to:

Carol Mihalik, Chief Deputy Commissioner and Counsel
Consumer Protection Unit

Indiana Department of Insurance

311 W. Washington Street, Suite 300

Indianapolis, IN 46204

J. Mark McKinzie, Attorney for

Arch Excess & Surplus Insurance Company
Fourth Floor

141 E. Washington Street

Indianapolis, IN 46204
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INDIANA DEPARTMENT OF INSURANCE

MARKET CONDUCT EXAMINATION OF
ARCH EXCESS AND SURPLUS INSURANCE COMPANY

INTRODUCTION AND BACKGROUND :

Milliman was retained by the Indiana Department of Insurance (the Department) to perform a
market conduct examination of Arch Excess and Surplus Insurance Company (Arch; NAIC
Company code number 10946) under warrant number IDOI-MCO07-0627-042. Arch is a

multi-state writer of several property and liability coverages, including long-term care

professional and general liability coverage.

Within the State of Indiana, Arch wrote a long-term care program that was administered by
Caitlin Morgan Insurance Services (Caitlin Morgan). According to its website, Caitlin Morgan
is an insurance brokerage firm that specializes in assisting Midwest based independent agents
place business and develop package programs for certain select in.dustries. One of these select
industries is the long-term care industry, for which Caitlin Morgan developed and administered

the professional and general liability program that was underwritten by Arch and is the focus of

our examination.

Arch is domiciled in the State of Nebraska at the following address:

10306 Regency Parkway Drive
- Omaha, NE 68113

Milliman



SCOPE OF EXAMINATION
ettt e ——

The purpose of the examination is to review the surcharge payments remiﬁed by Arch to the
Indiana Patients Compensation Fund (PCF) on behalf of its insureds to ensure compliance with
760 IAC 1-21. The scope of the examination includes policies written by Arch between
April 29, 2003 and May 1, 2005. Any potential error on the part of Arch observed as part of the

examination process has been included, regardless of whether it was a pattern error or part of

general business practice.
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BACKGROUND ON THE PATIENTS COMPENSATION FUND

;

The PCF provides excess medical professional liability coverage to health care providers,
including both individual practitioners and institutions within Indiana. Since its creation in July
of 1975, the purpose of the PCF has been to provide insurance protection to health care providers

and compensation to patients involved in cases of medical negligence.

The Indiana medical malpractice market is different from most other states in two regards. First
is the existence of the PCF, which functions as a state-run excess medical liability ‘vehicle.
Primary commercial insurers in Indiana provide coverage up to the threshold of the PCF. For
claims with accident dates prior to July 1? 1999, the primary carrier provides coverage up to
$100,000 per occurrence. For claims occurring on or subsequent to this date, the primary carrier
provides coverage up to $250,000 per occurrence. There are only six other states that utilize a
broad-based state-operated fund for the excess medical professional liability of their health.care

providers like Indiana.

The second aspect of the Indiana medical malpractice market that is different from most other
states is the existence of a statutory cap on total damages (both economic and non-economic)
that a claimant inay receive for an act of medical negligence. The PCF provides coverage in the
layer between that covered by the primary carriers and the statutory cap on total damages. For
claims that occurred prior to January 1, 1990, the statutory cap on damages is $500,000. The cap
on damages was increased to $750,000 for claims occurring between January 1, 1990 and

June 30, 1999; it was further increased to $1,250,000 for claims (occurring on or after July 1,
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1999. The following graph provides a summary of the medical liability coverage structure in

Indiana;

Indiana Medical Malpractice Insurance Market —’

$1,500

| @PCF

] & Primary Market

$1,250

$1,000

$750

$500 -

Per Occurrence Limit (000's)

$250 -
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So 4 4 2
Inception to 12/31/89 1/1/90 to 6/30/99 7/1/99 and subsequent

Participation in the PCF is not mandatory. However, it is our understanding that the vast
majority of healthcare providers in Indiana do participate in the PCF. Further, the statutory cap

on total damages only applies to those providers that participate in the PCF.

The PCF sets surcharge rates for physicians and hospitals based on physician specialties and
occupied bed equivalencies. For all other healthcare providers in Indiana, including providers of
long-term care, the surcharge amount is determined as a percentage of the premium paid by the

provider for coverage in the primary layer'.

! Effective March 4, 2007, the surcharge amount for long-term care providers is no longer a percent of the primary
premium but is rather based on the number and type of long-term care beds at the insured facility.

- Milliman
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For policies written prior to April 17, 2005, the surcharge to be remitted to the PCF was set at’

100% of the primary premium. On and subsequent to April 17, 2005, the surcharge was

increased to 110%.

Milliman
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LONG-TERM CARE PCF SURCHARGES
e ——————————————————————————————————————

As discussed above, during the period of time included within the scope of our examination, the
surcharge remitted to the PCF on behalf of providers of long-term care was calculated as a
percentage of the primary premium for the provider. Specifically, 760 IAC 1-21-8(a) states:

“The annual surcharge for an ancillary provider shall be one hundred ten percent
(110%) of the cost to the ancillary provider for maintenance of financial

responsibility.”

According to IC 34-18-4-1:
“Financial responsibility of a health care provider ... may be established ... by
the health care provider’s insurance carvier filing with the commissioner proof

that the health care provider is insured by a policy of malpractice liability
insurance in the amount of at least two hundred fifty thousand dollars ($250,000)

per occurrence.”

However, there is some potential ambiguity in the practical application of the surcharge, due to

differences in coverage provided by a typical primary policy and the PCF. For example:

* A typical long-term care liability policy provides both professional and general liability
- coverage. Such policies may also provide coverage for auto liability and other property and

casualty exposures. The PCF provides only professional liability coverage;

e The primary premium often includes coverage for independent living beds, or beds that
otherwise do not have any medical professional liability coverage associated with them. It is

‘our understanding that the PCF would consequently provide no coverage for these beds since

no health care is being provided; and

Milliman
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* The primary policy may reflect certain adjustments to exposure (and a corresponding
increase or decrease in premium) that would not affect the exposure to loss within the PCE’s
layer of coverage. An example of such an adjustment would be a deductible, which would

serve to decrease the primary-layer premium but not affect the expected losses within the

PCF’s layer.-

Thus, in calculating the PCF surcharge for a given provider, the Department may deem it

appropriate to make the following adjustments to the provider’s primary premium:

- Remove the general liability portion of the premium, so that only the professional liability

portion of the premium remains;

* Remove the portion of the premium based on independent living beds, or other beds for

which no health care is provided; and

¢ Any other adjustments, such as the removal of deductible credits, that would affect the

exposure of the primary policy but not the coverage provided by the PCF.

Milliman



RESULTS OF EXAMINATION
:

We have examined the surcharges remitted to the PCF by Arch on policies written between
April 29, 2003 and May 1, 2005. We understand that Arch remitted approximately $0.5 million
to the PCF in surcharges for these policies. Using the relevant surcharge percentage
corresponding to the policy period, along with the adjustments discussed in the prior section, we
believe the surcharge should have been approximately $3.1 million. In other words, we estimate

that the surcharges remitted by Arch have fallen short of the amounts that should have been

“remitted by approximately $2.6 million.

Calculation of Total Premium

In calculating the amount of surcharge to be remitted to the PCF, it was necessary to ﬁrst
examine ‘the amount of general liability and professional liability premium on each policy. Arch
did not include several items as part of the general and professional liability “premium”, instead
listing them as separate line items within the underwriting files. These include an excess and
surplus tax, membership or buying group fee, agent fee, risk management credit or debit,
expense reduction credit, and installment fee. We believe these items, with the exception of the
membership or buying group fee and the installment fee?, are typically included in the

determination of a company’s premium and, thus, should be included as a part of total premium

? Statement of Statutory Accounting Principles Number 53: Property Casualty Contracts — Premium (SSAP 53)
states that, “written premium is defined as the contractually determined amount charged by the reporting entity to
the policyholder for the effective period of the contract based on the expectation of risk, policy benefits, and
expenses associated with the coverage provided by the terms of the insurance contract.” [Paragraph 3].

SSAP 53 also states, “Flat fee service charges on installment premiums (fees charged to policyholders who pay

premiums on an installment basis rather than in full at inception of contract) are reported in the Other Income
section of the Underwriting and Investment Exhibit as Finance and Service Charges.”

Milliman
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for the purposes of calculating the PCF surcharge. The inclusion of these items increases the
Milliman calculated total written premium from approximately $7.9 million to $8.3 million, as
shown on Exhibit 1. Based on the accounting guidance, it is unclear to us whether the
membership or buying group fees should be included in the definition of »premium. For purposes
of our analysis, we have not included these costs in the Milliman calculated premium. If the
Departmenf deems it apprdpriate to include the membership or buying group fee as well, our

report could be amended to reflect this change. This would increase the amount of the estimated

shortfall cited above, by approximately $40,000.

It should be noted that a substantial number of policies were cancelled on September 1, 2004. It
is our understanding that these policies were transferred to a different program administered by

Caitlin Morgan. We have accounted for these cancellations in our calculation of PCF surcharges

as shown on Exhibit 2.

Non-Nursing Beds

As discussed in the section entitled Long-Term Care PCF Surcharges, the Department may deem
it appropriate t§ require long-term care surcharges to be remitted only fér those beds with
professional liability exposure. Arch classifies long-term care beds into three categories: skilled
care, assisted living and independent living. Under these definitions, a reasonable interpretation,
and one that the Department has directed us to make in prior long-term care assignments, would
be that health care is being provided and, thus, professional liability exposure exists, for skilled

care and assisted living only. Arch has remitted surcharges for all three bed types.

Milliman
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Consequently, we have removed the independent living exposure in our calculation of PCF

surcharges.

Professional Liability Ratio

As discussed in the section entitled Long-Term Care PCF Surcharges, a typical iong-term care
liability policy provides professional and general liability coverage. This is the case for each of
the policies written in Indiana by Arch. To remove the general liability portion of the premium,
Arch applied ratios that varied by policy. Arch has applied a ratio betweén 10% and 15% to the
majority of its policies to estimate the professional liability portion of the premium. For certain
policies, Arch applied a ratio outside this range. As shown on Exhibit 4, our analysis of various
indications of the professional liability portion of the long-term care facility rate suggests that a

ratio of 90% is appropriate. We rely on this selected ratio in our surcharge calculations given on

Exhibit 2.

For comparison purposes only, we have recalculated the indicated surcharge using a professional
liability ratio of 15%. All else equal, this would reduce the shortfall from $2.6 million to less
than $50,000. This‘ implies fhat the indicated s;hortfall depends heavily on the selected
professional liability ratio and that the other adjustments noted in this section, while we believe

to be necessary and reasonable, do not materially impact the indicated shortfall.

Other Adjustments

- We did not make any other adjustments to Arch’s premium indications nor the surcharge

calculation,

Mifliman
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RECONCILIATION OF DATA

e ————————————————————————————————————————————————————————————
For a small sampling of Arch policies, we have reconciled the bed counts provided by Arch with
bed counts available from Medicare. This provided a confirmation that the data provided to us
by Arch appeared reasonable. Note that certain small differences exist between the Arch data

and the Medicare data, presumably due to differences in Arch’s policy period and the Medicare

evaluation date. This is shown on Exhibit 5.

Also, on Exhibit 6, we provide a comparison of the surcharges remitted as of May 1, 2005 for ,
which either the Department or Arch provided a record. Certain differences exist between the
Department data and the Arch data, and there appear to be some missing records from the data

provided by the Department. In total, however, the difference is small relative to the total

amount of surcharges paid.
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OTHER CONSIDERATIONS
e ot —————————————————————————

Several final points should be made. First, we have relied on the rate filings prepared by CNA
and St. Paul without audit or independent verification. Also, data and other background
information underlying our analysis have been provided to us by the Department without audit or
independent verification, as such was beyond the scope of our analysis. If the data or

information provided to us is inaccurate or incomplete, our analysis may likewise be inaccurate

or incomplete.

We performed a limited review of the aboy'e data used directly in our analysis for reasonableness
and conéistency and have not found material defects in the data. If there are material defects in
the data, it is possible that they would be uncovered by a detailed, systematic review and
compariéon of the data to search for data values that are questionable or relationships that are

materially inconsistent. Such a review was beyond the scope of our assignment.

We have performed the tests discussed within this report in the course of our analysis of Arch’s
remitted surcharges. Other than the tests discussed herein, we have not audited the data provided -

to us by Arch. In particular, we have relied on Arch’s Annual Statements and underwriting file

data without audit or independent verification.
Lastly, this report has been prepared for the use of and is only to be relied upon by the

Department. No portion of this report may be provided to any other party except as required by

statute or regulations. In the event this report is provided to any other party, the report must be

Milliman
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provided in its entirety. This report may not be filed with the SEC or other securities regulatory
bodies. In the event Milliman’s work is distributed to other parties due to statute or regulations,
or by agreement of Milliman and the Department, Milliman requires that its work be distributed
in its entirety, and that any recipient be advised to have its own actuary review the work.
Milliman does not intend to benefit any third party recipiént of its work product or create any

legal duty from Milliman to a third party even if Milliman consents to the release of its work

product to such third party.

Milliman
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CLOSING

Debra, we have appreciated the opportunity to perform this analysis for the Department. If you

have any comments or questions, please call.

Respectfully submitted,

Chad C. Karls, F.C.A.S., M.A.AA.
Principal and Consulting Actuary

Susan J. Forray, F.C.A.S., M.A.A.A.
Consulting Actuary

CCK/SJF/sbs

February 19, 2008

JACLIENT\IDI\2008\Feb.08\Report-Market Conduct Exam-Arch.doc
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RILEY BENNETT
‘ J. MARK MCKINZIE
& EGLOF F, LLP Direct Fax: (317) 955-7156

E-mail: mmckinzie@rbelaw.com

ATTORNEYS AT Law

Answers, Advice and Advocacy

September 10, 2008

VIA U.S. MAIL 8& HAND DELIVERY

Debra M. Webb, Esq.

Market Regulation .
Indiana Department of Insurance

311 West Washington Street, Suite 300
Indianapolis, Indiana 46204-2787

Re:  Arch Excess and Surplus Insurance Company’s
Market Conduct Exam

Dear Debra:

This letter is to officially respond to the February 19, 2008 Milliman report
prepared by Chad Karls and Susan Forray of Milliman, Inc. out of Brookfield,
Wisconsin, which was adopted, verbatim, by the Department. :

While we are in agreement with you that the market conduct exam of Arch
Excess and Surplus Insurance Company (“Arch”) may be well-suited for an early
settlement due to the lack of Arch continuing to write these types of policies, there are
fundamental flaws in Milliman’s approach which need to be discussed and resolved.

Attached you will find a review we had submitted previously to you completed

by Bartlett Actuarial Group, Ltd. (“Bartlett”) of the policies written and claims
experienced during the time period of Milliman’s review, April 29, 2003 through
May 1, 2005. As the Bartlett report emphasizes, the lack of substantial foundation
leading to Milliman’s conclusion of a 90% professional liability application to the
combined general liability/professional liability premium is problematic. While there
are other points mentioned by Milliman which, in aggregate, have an effect of less than
$50,000.00, this is the essence of the request by the Department for Arch to remit an
. additional $2,600,000.00. Exhibit 4 to the Milliman report shows there were very
limited bases for Milliman’s conclusion that 90% is the appropriate ratio for the
professional liability portion of the total premium. It was based upon such things as
an unstated “conversation with nursing home professional liability underwriters” and
a “Texas St. Paul nursing home rate filing effective 03-28-2000.” We believe it is
unfortunate that you would not allow any dialogue between actuaries or even share
with us what Milliman’s reaction and response was to the Bartlett Group’s

observations and findings. | |
g e
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The Department’s request for this amount of money based upon the Milliman’s
report is especially ironic when viewed that an aggregate of $476,921.00 was paid into
the Fund for the policies under review for the time period in question and no monies
have been paid out by the Fund. Bartlett has noted that of the nineteen (19) claims
associated with policies written during the time period under examination, seventeen
(17) (one has since closed since the issuance of the Bartlett report in June 2008) of
them are now closed. Furthermore, as all of the policies were written on a claims
made basis and there has now been over a three (3) year period for the claims to
mature within a reasonable degree of actuarial certainty, Bartlett does not expect
either of the remaining two (2) claims to pierce the threshold for any payments to be
made by the Fund. With this opinion, combined with the results of the other
seventeen (17) claims, no losses have been or are expected to be incurred by the Fund

for the period in question.

We have also been able to determine that while Arch, Midwest, Healthcap, and
Cincinnati all had target examination work done by Milliman, National had a separate
actuarial review due to a conflict between Milliman and its parent, AIG. Of the four 4)
Milliman Reports which have been prepared, we understand there were no loss
payouts by the Fund on the policies in question for the time period of the examination
for either Healthcap or Cincinnati and, in fact, the Department has written a check
back to Cincinnati for excess funds contributed to the Fund. While several of the
Midwest policies in question have had monies paid out by the Fund, the total amount
remitted by Midwest exceeded the total loss payouts, plus ALAE associated with those
losses. Therefore, for the first four (4) of the five (5) entities in question (which we
understand to be the five (5) largest writers of nursing home coverage in the State), the
aggregate amount remitted to the Fund materially exceeded the amount of the losses
and associated expenses paid out by Fund on the policies which have been reviewed.

The results to date from the targeted examination of both Arch and the other
entities in question bears out that the surcharges remitted appear to have exceeded
the actuarial risk posed to the Fund, adding irony to the multimillion dollar request
which the Department has now made of Arch.

While we continue to appreciate the Departmént’s accessibility and
professionalism, as you know, to date we have not been able to find common ground
upon which a settlement can be based in order to avoid formal litigation over this

matter.

We remain open to discuss with you the methodology, assumptions, and
conclusions involved with the Bartlett and Milliman reports. We respectfully request
for you to set forth your substantive authority for your proceeding in this regard, in
addition to the procedural statutes you have previously cited and are found in Chapter
27 of our Insurance Code.’ Lastly, I will shortly be sending to you a formalized
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Freedom of Information Act request covering the fiscal performance of the Patient’s

Compensation Fund for the time period of the examination through the present date,

for not only nursing homes, but also doctors and hospitals.

Please know that my client is open to continued discussion in an effort to reach

a reasonable accord.

Sincerely,

RILEY BENNETT & EGLOFF, LLP

Attachment

cc:  Ms. Carol Mihalik (via email w/ attachment)
Mr. Joseph S. Labell (via email)
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